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Key Economic Indicators: Federal Republic of Germany 
Exchange Rate as of January 21, 1986 
U.S. $ 1.00 equals DM 2.45 


Income, Production, Employment: 
(DM Billion) 


GNP at current prices 
Private consumption 
Government consumption 
Fixed investment 
GNP at 1980 prices 
GNP price deflator 
Per capita GNP, DM current prices 
Disposable income 
Savings as percentage of disposable 
income 
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Key Economic Indicators: 

(1980 equals 100) 

Industrial orders 

Industrial production 

Retail sales 

Industrial wages per employee 

Cost of living 

Industrial prices 

Total employment (thousands) 

Total unemployment (thousands) 

Unemployment as percentage of 
dependent labor force 

Monetary Aggregates, Public Finance: 

(DM Billion) 

Central Bank Money (CBM) 

Money supply (M 1) 

Domestic credit outstanding 

Federal debt outstanding 
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Annual federal debt service 
Interest rate, rediscount (%) 
Interest rate, Lombard (%) 
Interest rate yield on 

long-term bonds (% end of period) 
Balance of Payments and Trade: 
(DM billion) 
Gold and foreign exchange reserves 
Balance on current account 
Balance on trade account 

Exports, FOB 

FRG exports to U.S. 

Imports CIF 

FRG imports from U.S. 


estimated 
85/84 


Income, Production, Employment: 
(Percentage Change) 


GNP at current prices 
Private consumption 
Government consumption 
Fixed Investment 
GNP at 1980 prices 
GNP price deflator 
Per capita GNP, current prices 
Disposable income 
Productivity gain +” 
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Main Exports to US, January to October 1985: (Dollars mill.) Motor 
vehicles 5,887; Machinery 2,714; Chemicals 1,845; Electrical equipment 
1,151; Optical and precision mechanical products 554. 


Main Imports from the U.S., January to October 1985: (Dollars mill.) 
Machinery 1,884; Chemicals 1,714; Electrical equipment 1,417; Edible fats 
and oils 375; Aircraft 722. 


+” Defined as increase in real domestic product per employee. 





Summary 


FRG Economic Outlook in 1986: Faster Growth, Price Stability, 
Strong Current Account Balance 


The Federal Republic of Germany's economic outlook in 1986 appears 
to be shaping up as the country's best since 1979. Most year-end 
1985 forecasts predict GNP growth of 3-3 1/2 percent in 1986, 
foresee a continuation of low inflation (less than 2 percent), and 
anticipate a record surplus on current account (DM 50 to 60 
billion). Economic performance in 1985 was broadly satisfactory 
although registered unemployment failed to decline, largely due to a 
major slump in residential construction. GNP contracted by a 
seasonally adjusted 1.0 percent in 1985's first quarter, but 
rebounded strongly in the second and third quarters to finish with 
average annual growth of 2.5 percent. The economy entering 1986 is 
now much more balanced than earlier in the current upswing: through 
the midpoint of 1985 there had been widespread concern within the 
forecasting community about the lopsided development of the economy 
with exports and the investment goods sector booming while the 
construction sector sank into one of the FRG's deepest post-war 
building slumps and consumer demand remained static. 


In the latter half of 1985, domestic consumption finally showed 
signs of picking up and the impetus for growth began to shift from 
the external sector to internal GNP components. Most forecasters 
expect domestic consumption to rise by a solid 3 percent or more in 
1986 due to higher incomes, implementation of the first stage of the 
1986/88 tax cut, and renewed consumer confidence. Investment is 
also expected to remain strong in 1986 with a broadening of 
investment activity to domestically-oriented sectors which have 
generally lagged behind the capital goods producing sector in the 
current recovery. Despite the pronounced shift toward internal 
impetus, the foreign sector's contribution to GNP growth will remain 
large (some 4.5 to 5.0 percent of GNP on a net basis) as the FRG's 
surplus on current account continues to widen. In 1985, the FRG 
surplus on current account hit a record DM 35 billion, surpassing 
the FRG's all-time current account surplus of DM 26.6 billion in 
1974. This represents a major turnaround from 1980-81 when current 


account deficits of DM 28.6 billion and DM 12.4 billion were 
incurred. 


Impressive price stability remains a highlight of the medium-term 
FRG economic outlook. In 1985, year-on-year consumer prices rose by 
a modest 2.2 percent, the lowest rate of increase since 1969. The 
price outlook for 1986 is, if anything, better due to the recent 
strenghtening of the DM which should bring average inflation below 
the 2-percent mark in 1986. In a generally solid economy, one weak 
point continues to stand out in the current recovery: 

unemployment. Although the FRG economy is entering its fourth 





successive year of expansion, registered unemployment again 
increased modestly in 1985 to a seasonally adjusted 2.3 million, 
despite a gain in employment of some 200 thousand, and most 
observers foresee only a modest decline in average unemployment in 
1986 despite the creation of 250-350 thousand new jobs. With the 
budget consolidation process (deficit reduction by expenditure 
reduction) well in hand, a strong external accounts position, and 
little near-term risk for a weakening of the Deutsche Mark against 
the dollar, many politicians, analysts and economic organizations 
(including the OECD) remain convinced that the Kohl government could 
do more -- e.g., substantial tax cutting -- to put the economy on a 
stronger medium-term growth path and reduce unemployment. With the 
January 1987 federal parliamentary elections already on the horizon, 
the Kohl government's 1986 budget, which was approved by the 
Bundestag in mid-December, reaffirmed the coalition's central policy 
of holding the line on government spending and reducing the public 
sector borrowing deficit in order to "free up" resources for the 
private sector. In another key December policy decision, the 
Bundesbank slightly raised its target monetary corridor to 
accommodate faster growth in 1986. 


Strong growth in the United States economy in 1984 -- coupled with 
the dollar's strength against the DM -- led to a 43 percent nominal 
increase in the FRG's exports to the United States and enabled the 
FRG to generate a bilateral trade surplus of DM 15.7 billion in 

1984, a major turnabout from 1982 when U.S. exports to the FRG were 


in rough balance with our own imports from the FRG. This trend has 
continued in 1985 as the FRG's exports in the first 11 months 
increased by a nominal 20 percent to DM 50.6 billion, while U.S. 
sales expanded by 5 percent to reach DM 29.8 billion. U.S. exports 
to the Federal Republic should receive a boost from the recent 
weakening of the dollar vis-a-vis the DM and this should help to 
bring bilateral trade into better balance over the medium term. At 
present, the U.S. is the second largest market for German exporters 
-- trailing only France. Among major FRG suppliers, the U.S. ranked 
fifth with 7.2 percent of total German imports in 1984 trailing the 
Netherlands (12.2 percent), France (10.6 percent), Italy 

(7.9 percent), and Great Britain (7.7 percent). 





1986 Economic Outlook: Broadening of Activity, Stronger Consumption 


Despite a sharp, weather-induced |] percent real contraction of GNP 
in 1985's first quarter, the FRG economy ended the year with 2.5 
average growth as activity strengthened sharply in the second and 
third quarters. Although the FRG recorded slightly slower growth in 
1985 than in 1984 (2.5 percent versus 2.7 percent), the FRG economy 
enters 1986 with considerably more balance than a year ago when a 
booming export sector contrasted with virtual stagnation in 
industries with a domestic focus. Domestic demand in 1985 fell 
short of expectations, but this was outweighed by strongly-rising 
exports which remained the driving force behind the expansion 
through mid-1985. Since then, domestic consumption has begun to 
strengthen and should rise by 3 percent in real terms in 1986 due to 
implementation of the first stage of the 1986/88 tax cut, higher 
wage settlements, and increased employment. 


The strong rise in consumer demand will interact with a significant 
broadening of domestic investment activity to provide a second prop 
to the economic expansion this year. While the net contribution of 
the foreign sector wiil remain large (some 4.5 to 5.0 percent of GNP 
on a net basis), 1986 should witness a shift from external to 
internal stimulus. Domestic investment developed at a slower rate 
than anticipated by most of the FRG's forecasting community in 
1984-85 due to the protracted metalworker's 1984 strike and a much 
deeper than forecast recession in 1985 in the construction sector 
(-6.7 percent in real terms). While many experts had been 
forecasting a major upswing in industrial investment for some time, 
FRG firms reacted to increased profit margins by sharply stepping up 
the rate of investment only in 1985, according to investment survey 
data of the highly regarded IFO institute of Munich. IFO estimates 
that capital investment in manufacturing increased by 14 percent in. 
real terms in 1985, a substantial upward movement from 1984 when 
there was no net increase in investment in the manufacturing 

sector. While IFO's surveys point to a deceleration of investment 
activity in manufacturing in 1986 (projected real growth of 

7 percent), overall investment should expand at a higher rate than 
in 1985 because net investment in the construction sector is slated 
to rise by a nominal 5 percent following zero net investment in 1985 
and a steep 15 percent decline in 1984. 


The investment upswing also appears to be broadening with less 
disparity between leading and lagging sectors. Through mid-1985, 
export-oriented industries had sharply expanded investment spending 
in response to burgeoning export orders while investment outlays in 
retail trade, the consumer goods, and food and beverage sectors 
remained flat in the face of lagging domestic demand. In the case 
of the depressed construction sector (which accounts for some 





11 percent of GNP and nearly 1.6 million jobs), activity seems to 
have stabilized although the demand for residential housing will 
remain weak due to demographic factors for the foreseeable future. 
A gain of 1-2 percent in construction activity seems likely. 


Although growth in export orders began to taper off in mid-1985, the 
FRG's external accounts look to be solidly in surplus at least 
through 1987. Most of the major year-end forecasts see the FRG's 
trade surplus as peaking at DM 80 to 100 billion in 1986, with the 
surplus on current account widening from an estimated DM 35 billion 
in 1985 to DM 50-60 billion in 1986. Although some weakening in the 
FRG's external accounts seems probable in 1987, as the effects of 
the DM's appreciation vis-a-vis the dollar, and an anticipated 
upward revaluation within the European Monetary System (EMS) stem 
foreign demand for German products, FRG exporters are expected to 
remain strongly competitive in most product lines vis-a-vis 
third-country producers. Faced up to now with sluggish consumer 
demand at home and worried over the risks of adding additional 
capacity to satisfy uncertain future demand on export markets, many 
FRG firms appear to have adopted "defensive" investment strategies 
aimed at ensuring export competitiveness. Based on IFO and other 
reputable investment surveys, it appears that most firms took 
advantage of higher profit margins to fund investments to 
rationalize their production processes ("capital deepening") and 
thereby reduce the volume of labor required to produce a given level 
of output. 


How successful German industry proves in protecting its external 
competitiveness will also depend on wage settlements which will be 
negotiated in spring 1986. Unit wage costs have risen little since 
1980 in the face of modest wage settlements and strong productivity 
gains averaging more than 2.5 percent per annum in 1983-85, and this 
played a catalytic role in the FRG's export-led recovery. The 
consensus outlook is for nominal wage gains averaging 4-5 percent in 
1986 as most unions appear to be focusing their negotiating strategy 
on increasing wages rather than a shortening of working time as in 
1984 when the FRG's most severe strike transpired. While most 
economic experts welcome the boost to consumption that the 1986 wage 
round will bring, they caution that "excessive" wage demands 
(generally defined as more than a 6 percent nominal increase) could 
slow employment growth, impact negatively on weaker sectors of the 
economy due to "wage drift", and ultimately lead to a weakening of 
external competitiveness such as took place in the late 1970s. 
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Medium Term Outlook: Stable Growth in 1986-88 Coupled with High 
Unemployment 


The Federal Republic's economic performance in the first-half of the 
1980s has weakened in comparison to its outstanding record of the 
1960s and early 1970s. Annual growth in the first-half of the 1980s 
averaged just 0.9 percent, in contrast to average growth of 

4.6 percent in the 1960s and 2.8 percent in the 1970s. The slowdown 


in growth has pushed unemployment up sharply in the FRG as elsewhere 
in Western Europe. 


Since 1983, the German economy has moved into a phase of what begins 
to approach a medium-term "growth recession" in which unemployment 
has moved sideways rather than downward. Despite the protracted 
1984 metalworkers' strike, GNP expanded by 2.7 percent in 1984, the 
highest rate of growth in the FRG since 1979 and by an estimated 
2.5 percent in 1985. With an essentially neutral fiscal policy 
stance planned for 1986-1988, it appears probable that the FRG's 
economy will expand by 3-3 1/2 percent in 1986 before settling down 
to 2 1/2-3 percent in 1987 in the absence of any major external 
shocks, such as an unforeseen runup in the price of petroleum or a 
major slowdown in U.S. economic growth. This rate of growth, which 
in essence represents the baseline forecast of the German academic, 
government, and business research community, would not appear to be 
rapid enough to reduce FRG unemployment significantly before 1990. 
While the government had hoped that average unemployment would 
decline by 100 thousand or more in 1985, the harsh winter, the 
severe recession in construction, and weak domestic demand produced 
a modestly higher rate of average unemployment (2,304 million or 
9.3 percent of the dependent labor force) despite the creation of 
some 200 thousand jobs in manufacturing and services. Most 
observers expect job creation to accelerate in 1986 with average 
employment rising by 250-350 thousand but few forecasters anticipate 
that "official" unemployment can be brought below 2 million next 
year even though administrative changes and job training programs 
will shrink the official labor force by 80-100 thousand. Although 
the FRG unemployment problem, in the absence of any vigorous 
“supply-side” measures to increase wage flexibility, appears 
intractable in the near term, labor market pressures should ease 
considerably by 1990 when the number of new entrants into the labor 
force will begin to decline and the projected rate of retirement 
will increase due to a general aging of the labor force. 


While unemployment seems likely to cast a shadow over the German 
economy until the end of the decade, the outlook for inflation and 
the balance of payments in the medium term could hardly be better. 
The cost-of-living index rose by just 2.2 percent in 1985 -- the 
lowest rate since 1969 -- and the strong appreciation of the DM 
should lead to even lower inflation in 1986. In fact, several 
reputable economic research institutes predict that the 
cost-of-living index in 1986 will increase by two percent (or less) 
as the DM's appreciation vis-a-vis the dollar and other major 
currencies, together with declining world commodity prices, acts to 
improve the FRG's terms of trade and slow the rise in (or even 
reduce) import prices. 





The consensus forecast also judges that the FRG's current account 
position will remain strong in 1986 with most forecasters predicting 
an even larger current surplus than in 1985. While growth in the 
FRG's exports in 1986 is expected to moderate somewhat (real growth 
of 4-6 percent versus 7.2 percent in 1985), the terms-of-trade are 
likely to move in Germany's favor, thus boosting the current account 
surplus. Thus, at this vantage point, it appears that the FRG's 
current account surplus will widen in 1986 to DM 50-60 billion from 
1985's record DM 35 billion before declining somewhat in 1987-88. 


Fiscal policy in 1986-87 will remain tight. The Kohl coalition has 
had good success in reducing the federal budget deficit since 
assuming office. While some observers, such as the Kiel Economic 
Institute and the OECD, have criticized the "quality" of the budget 
consolidation process (they argue that more emphasis should have 
been placed on cutting subsidies and taxes rather than investment 
expenditures), it is generally recognized that the fiscal constraint 
exercised by the Kohl government has been a major element in the 
apparent improvement of business confidence in the Federal 

Republic. The government's 1986 budget (expenditures 

DM 263.5 billion, an increase of 2.2 percent; revenues 

DM 239.8 billion, up 2.5 percent) will lower the federal deficit to 
DM 23.7 billion or 1.3 percent of GNP. The OECD, in its 1985 review 
of the FRG economy, praises the Kohl government for its success in 
cutting public sector borrowing in 1982-85; at the same time, the 
OECD Secretariat believes, as does the German Council of Economic 
Advisors and a majority of the major economic research groups, that 
more aggressive tax cutting, coupled with sharper subsidy reductions 
and selective "supply-side" measures, could accelerate economic 
growth and lead to a reduction in unemployment in the medium term. 


A Diverging Regional and Industrial Pattern 


In a generally positive economic picture, some soft spots in major 
industries and regions stand out despite a broadening of economic 
activity. As in most EC states, traditional "smokestack" industries 
in the Federal Republic, in particular shipbuilding, steel, 
petroleum refining, coal mining, and coke production are in a state 
of decline. These industries are centered in Hamburg, Bremen, the 
Ruhr area of North-Rhine Westphalia, the Saarland, 
Schleswig-Holstein, areas which in the early post-war period enjoyed 
generally higher average incomes than in the FRG's southern 

Laender. Since the mid-1960s, the economic balance in the Federal 
Republic has swung increasingly in favor of the southern Laender, 
particularly Bavaria and Baden-Wuerttemberg, whose more diversified 
economies have been expanding at a more rapid rate. 





The relative decline in the northern Laender is shown in the 
progressive decline in the "North's" share of the FRG's GNP since 
1960 and that region's markedly higher rate of unemployment. While 
the northern Laender accounted for 50.9 percent of total West German 
GDP in 1960, the "North's" share had declined to 48.5 percent by 
1970 and had dropped to 46.6 percent by 1983. The decline in 
relative output has translated increasingly into higher (and more 
protracted) unemployment; for instance, the Lower Saxony/Bremen 
region currently is experiencing 11.9 percent unemployment, with 
unemployment in North Rhine-Westphalia (10.8 percent), and the 
Saarland (12.9 percent) also well above the country average. On the 
other end of the scale, Baden-Wuerttemberg currently has an 
unemployment rate of just 5.2 percent while Bavaria is at 

6.8 percent. The sharp regional disparity in unemployment is quite 
striking given the fact that unemployment was 2.0 percent or less in 
1] Laender as recently as 1973. The chief reason for the relative 
decline of the northern Laender is to be found in the severe 
structural problems and over capacity in the coal-iron-steel complex 
that had functioned as the heart of German industry since the late 
19th Century. The FRG's structural adjustment policies in the Ruhr 
basin have come under increasing criticism from economists of the 
leading economic institutes and the Sachverstaendigenrat (the German 
equivalent of our CEA). These economists argue that the FRG's (and 
indeed Europe's) unemployment problem is essentially structural in 
nature and is unlikely to be reduced significantly by the current 
recovery. Looking to the U.S. experience in employment creation 
since the mid-1970s, these economists stress that more downward wage 
flexibility is needed in labor markets so that the unemployed could 
"price" themselves into jobs more easily; that income support 
programs should be aimed at facilitating a labor transfer from 
lagging to leading regions within Germany; and that tax policies and 
labor legislation should be revised to encourage the launching of 
new small and medium-size ventures analogous to those which have 
played such an important role in job creation in the United States. 


Despite apparent inconsistencies in the FRG's structural adjustment 
programs, a pattern of expanding and contracting industries is 
nonetheless apparent. A major reduction of capacity in steel 
production has been underway since the mid-1970s due to slumping 
domestic and foreign demand for steel and increased international 
competition from newly industrialized states, e.g., Brazil, South 
Korea. Other industries such as petroleum refining are also ina 
period of major "downsizing". Petroleum refining and processing 
capacity peaked at 165 million metric tons (MMT) in 1978; current 
capacity is estimated at 100 MMT and further reductions appear 
inevitable as the current capacity utilization rate is only 

76 percent. On the other hand, some industries which had been 
relatively static in the latter half of the 1970s are on the 
rebound. Along with the strongly competitive German automobile and 
machine tool industry, the highly export-oriented chemical industry 
(some 42 percent of FRG chemical output is exported) grew at 





7.3 percent (real) in 1983 and 5.2 percent in 1984 as export orders 
surged in response to exchange rate adjustments and stronger 
economic activity abroad. A study published by the Westdeutsche 
Landesbank in October identified the investment goods sector as 
offering the strongest growth prospects in 1986. The data 
processing field was seen as by far the most vibrant (probable 1986 
growth 15 percent following 1985 growth of 20 percent) with 
electronic engineering (7 percent); machine tools (5 percent); 
plastics (5 percent) and the automotive sector (5 percent) also seen 
as having above average prospects. Construction, petroleum 
refining, and steel were judged as having the weakest growth 
potential in the near term. Another major year-end survey by the 
Cologne-based Institute of the German Economy (IW) also reflected 
the broadening of economic activity which is underway. According to 
IW's data, 25 industry branches expect 1986 to be better than 1985, 
10 expect business results to remain on a par with 1985, while only 
5 branches foresee a deterioration in their output/profit situation. 


German Agriculture: Production Trends Influenced by EC Policy 


About 49 percent of the area of the Federal Republic is used for 
agricultural production. Total farm land amounts to approximately 
30 million acres of which about 18 million are sown in crops. Major 
continental climate grain crops -- barley, wheat, rye, and 

oats -- are grown on about 70 percent of total arable land. The 
number of farms of more than 1 hectare of agricultural land in 1984 
decreased by 1.5 percent (10-year average yearly decline was 

2.3 percent) to approximately 732,000, only 30,000 of which are 
larger than 125 acres. Over the last decade the average size of 
German farms has increased 21 percent and now stands at about 

40 acres in contrast to the U.S. average of 430 acres. Agriculture 
contributes about 2.5 percent to GDP, while the farm labor force 
accounts for nearly 5.4 percent of total employment. 


FRG agricultural production is dominated by the livestock industry 
with 71 percent of FRG cash receipts coming from the marketing of 
livestock and products, and the remaining receipts coming from 
crops. Milk is the largest single component accounting for about 
28.5 percent of sales, with pigs at 18.5 percent, holding second 
place, and sales of cattle and calves third at 18 percent. Although 
the 1985 German grain harvest at 25.9 million metric tons (MMT) was 
down 2.2 percent from the record 1984 harvest of 26.5 MMT, it was 
still 3.8 percent larger than the 1979-84 average. Barley and wheat 
each account for about 38-39 percent of total production. Farm 
income rebounded sharply in 1984/85, up 18 percent, but is expected 
to decline moderately in 1985/86. 





The FRG continues to be an important country in world food trade 
both in terms of exports and imports. Despite the relatively small 
proportion of GNP contributed by the agricultural sector, FRG food 
exports reached DM 28 billion in 1984 while agricultural imports 
totaled DM 58 billion. While the U.S. remains a major agricultural 
exporter to Germany, the U.S. market share has been declining 
steadily in the face of the EC's Common Agricultural Policy (CAP) 
and increased competition from third country suppliers. U.S. 
agricultural exports peaked at $2.9 billion in 1980, fell to 

$2.1 billion in 1983 and sagged to $1.7 billion in 1984. Helped 
significantly by the dollar's appreciation relative to the DM, FRG 
food exports to the U.S. rose to $463 million in 1984, a signficant 


gain from 1983 when the FRG's agricultural sales in the U.S. totaled 
$410 million. 


The potential export market for U.S. commodities is greatest for 
those few products in the animal feed area which currently are not 
subject to common market variable levies. In 1984, about 65 percent 
of U.S. farm exports to Germany (on a value basis) resulted from 
deliveries of oilseeds and related products, grains and non-grain 
feeds used as inputs to sustain livestock production. These 
exports, however, are subject to recurring attempts to "complete" 
the CAP; i.e., to subject oilseeds and other products to EC-wide 
import restrictions. The U.S. also competes with the rest of the 
world in supplying EC countries with products not suited to their 
northern climates i.e., citrus, tobacco, nuts. The primary FRG 
exports are dairy products, livestock and meat products, oilseeds 
and products, and grains. 


German agricultural policy is seriously constrained by the country's 
membership in the Common Market. The Kohl government, like its 
predecessors, attaches great importance to the formulation of 
agricultural policy in Brussels. German policy views are shaped by 
the fact that the extremely small size of its farms puts the FRG at 
a disadvantage in income maintenance when guaranteed price is the 
predominant instrument of income support. In fact, Germany was the 
only country in the EC which opposed a reduction in cereal prices 
for the 1985/86 crop year and Agricultural Minister Kiechle is 
already on record as opposing cereal price reduction to the 1986/87 
crop. In the past Germany had been able to rely on "monetary 
compensation amounts" (MCAs) to give its farmers a higher level of 
support than would be provided through "common prices" applied 
throughout the EC. With this option now closed, price reductions in 
ECUs would directly lead to price reductions as expressed in terms 
of DM. The Germans also are strongly opposed to the dismantling of 
remaining positive MCAs in this year's price round. With an eye on 
the farm vote -- and a reluctance to accelerate structural reform in 
agriculture in a period of high unemployment -- the Kohl coalition 
has made it clear that it is prepared to veto any price decisions 
which would result in a decline of FRG farm income. 





Financial and Monetary Outlook: Liberalization and Modest Easing 


of Monetary Target 


The increasing strength of the FRG' 


s current account position and 


steadily improving domestic price stability since 1983 have 
permitted the Bundesbank to pursue gradually a slightly more 
accommodating monetary stance which has contributed to a significant 
decline in nominal long-term interest rates and a progressive 


"de-linking" from U.S. rate levels. 


As the dollar lost strength 


against the DM in the latter half of 1985, this trend became more 


pronounced as long-term bond rates 


began to moved more strongly downward. 


and short-term lending rates 
The Lombard borrowing rate, 


which in the form of a "special Lombard facility" had peaked at 

12 percent in 1981, now stands at 5.5 percent; overnight funds in 
the interbank market in early January 1986 were in the range of 

4.3 percent, guided down by a recent reorientation in Bundesbank 
liquidity policy; and long-term bond rates had dropped to 

6.6 percent by 1985's close, a decline of over 360 basis points from 


peak rates in 1981. 


The key public monetary target of the 


Bundesbank is Central Bank Money (CBM), a broadly defined aggregate 
which includes currency in circulation (excluding bank holdings) and 
minimum reserves held against domestic liabilities of banks at 


constant (1974 base) ratios. 


In December, 1985, the Central Bank 


Council announced its decision to target growth in the stock of CBM 


between the fourth quarter average 


average of 1986 within a band of 3. 


of 1985 and the fourth quarter 
5 to 5.5 percent. This rate of 


expansion represents a modest raising of the CBM target corridor 
from 1985 when a 3 to 5 percent rate of growth was adopted by the 


Central Bank Council. 
fourth quarter 1984 average as the 


CBM growth in 1985 was 4.5 percent above its 


Bundesbank moved to expand the 


money supply at the upper end of its target corridor, inflation 
abated, and economic activity accelerated. 


The Bundesbank holds the view that 
expansion in 1986 would, given the 
be consistent with an expansion of 
without offering any major impetus 


While maintaining its firm grip on 
introduced a number of significant 
improving the FRG's attractiveness 
center. 
Bundesbank rescinded the so-called 


the programmed rate of monetary 
economy's productive potential, 
real GNP by 3.0-3.5 percent 

to inflation. 


monetary policy, the Bundesbank 
reforms in 1985 aimed at 
as an international financial 


After several years of study and consultation, the 


"Gentlemen's Agreement", which 


had effectively prohibited foreign-owned banks from leading DM bond 
issues and opened the way to issuance of variable-interest bond 
offerings, zero-coupon issues, and bonds tied to swaps effective May 


1, 1985. 


The bond market responded vigorously in the autumn as 


about DM 15 billion in foreign-borrowing issues were launched from 


September through December. 


In December, the Central Bank Council 
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approved in principle a significant restructuring of the 
Bundesbank's minimum reserve requirements paving the way for 
eventual issuance of DM certificates of deposit (CDs) perhaps as 
early as April-May, 1986. 


Paralleling the liberalization of the bond market is an 
administrative restructuring of the Federal Republic's eight 
decentralized stock exchanges (Frankfurt, Duesseldorf, Munich, 
Hamburg, Stuttgart, Berlin, Hannover and Bremen) which will create a 
central governing body empowered to take decisions on a wide range 
of legal and technical issues affecting the markets. Representation 
and voting on the management body will reflect the dominant 
positions that the Frankfurt (52 percent of stock turnover) and 
Duesseldorf (31 percent of trading) exchanges share in the FRG' 
equity markets. Concurrently, the government is proceeding with 
legislation to establish a new market tier with relaxed stock 
offering conditions, to enhance the access of smaller firms to 
equity financings, and is studying measures to encourage venture 
capital participation in new enterprises. Reflecting the FRG's low 
inflation, strong current account position, steadily improving 
economic performance, and appreciating currency, trading on the 
FRG's stock exchanges set post-war records as a major year-end rally 
attracted foreign and domestic investors alike. The closely watched 
FAZ index of leading issues rose from 385 to 654 during the 1985 
calendar year while the Federal Statistical office's stock index 
rose a glittering 72.8 percent through November. 


Implications for the United States 


The major factors affecting the outlook for U.S. business since the 
last edition of th:s report was submitted are the significant change 
in the relationship between the dollar and the DM and the prospect 
of an acceleration of growth in 1986. The U.S. currency declined 
well over 20 percent against ics FRG counterpart during 1985. Much 
of the depreciation occurred on the heels of the September 22 

G-5 Finance Ministers' agreement, but the trend continued through 
the end of 1985 when the dollar settled into a 2.45-2.50 range. 


At first blush, a weaker dollar would seem to augur well for U.S. 
exports to the German market over the medium-term but it is not 
certain that this piece of conventional wisdom will necessarily 
prove true in the absence of sustained and well-organized sales 
efforts. In the first place, the dollar/DM relationship should 
initially be strongest in the consumer goods sector. However, to 
the extent that the United States enjoys any success in the consumer 
area, it tends to be at the top of the market, where quality and 
novelty rather than price are the sales motivators. 
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American market penetration in the industrial/commercial goods and 
services sectors also frequently turns on other factors than price. 
It appears that the the decision to buy from U.S. suppliers is often 
based on technological considerations with price coming into the 
picture only where other-country suppliers with comparable technical 
capability enter the fray. In support of this thesis, commercial 
officers in the FRG were asked if they had ever been told that 
decisions not to buy American were made because the U.S. price tag 
was too high. None had, and this survey took place when the U.S. 
dollar/DM exchange rate was above 3 DM = $1. Far more typical than 
complaints about price are complaints about the unreliability, 
unresponsiveness, and slow deliveries of U.S. firms. Each year, we 
see solid, long-term export opportunities lost because of these 
problems as well as the "greenhorn" status of many potential 
American exporters. 


Stronger economic growth in 1986 should be more important to U.S. 
sales in the FRG than the exchange rate, although the weakening of 
the dollar should have some favorable effect both on the relative 
price-competitiveness of U.S. goods and services and as an 
attention-getter for them. Despite the general improvement in the 
FRG's competitiveness, German industry and, particularly German 
offices, still have ample room to apply efficiency enhancing systems 
and hardware. Competition will be intense, both from domestic and 
third-country suppliers, but American technology is generally well 
regarded and considered to be at the leading edge. Once again, the 
best marketing vehicle for potential U.S. exporters will be the 
major, international, vertical trade fairs in which the FRG is the 
recognized world leader. Growing concern for the environment should 


also open up some good opportunities for producers of pollution 
control devices. 


The strengthening of the DM should also enhance the attractiveness 
of direct and portfolio investment in the United States to German 
investors. In view of this, FCS plans to step up promotional and 
co-promotional (with the States) "Invest in USA" programming in 
1986-87. 


American businesses seeking distributors in Germany or, for that 
matter, considering establishing in this country, should ask 
themselves whether they are better off co-locating with competitors 
or closer to their customers. For example, the growth of new 
industries is strongest in southern Germany and there is a 
presumption that American producers in these fields should also 
concentrate in those regions. True enough for those who sell to the 
so-called high technology companies, but for those who compete with 
them, other regions would seem more appropriate. In any case, the 
FRG is relatively small and enjoys a well developed transportation 
net. Also, virtually every political jurisdiction now offers a 


technology park or similar area, some offering attractive fiscal and 
tax incentives. 
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The best prospects for American companies are virtually unchanged 
from last year, with computers and peripherals leading the way. 


The total share of U.S. computer-related exports to West Germany in 
1984 was around $1.3 billion, about 33.5 percent of the market, and 
is expected to reach $2.26 billion in 1988. This would represent a 
decline in the percentage share of the market to about 30 percent. 
This slight drop is to be expected as more and more U.S. firms 
establish production facilities in Europe, thereby taking advantage 
of European Community (EC) trade regulations to export virtually 
duty-free to West Germany. 


American software dominates the West German market. In 1984, the 
U.S. share was put at 47 percent of this market, and, even allowing 
for rising activity by domestic German suppliers, the percentage 
will probably not drop below 40 percent by 1988. 


Total U.S. sales of electronic components to West Germany increased 
by 55 percent in 1984 to DM 1,461 million ($513 million). Because 
of their advanced technology, design, and their reliability, 
sophisticated electronic components from U.S. manufacturers will be 
in great demand for a number of years to come. It is expected that 
by 1988, U.S. exports in this sector to Germany will more than 
double to DM 3.9 billion ($1.3 billion). 


In spite of strong competition from domestic German manufacturers in 
the Electronics Industry Production and Test Equipment Category, 
U.S. manufacturers were able to increase their market share in 1984 
from 26 to 28.7 percent and enhanced their lead role among foreign 
suppliers of EIPT equipment to Germany. 


Sales prospects for U.S. manufactured CAD/CAM equipment in general 
are expected to be quite good in West Germany for the period 
1986-1988, and beyond. Industry interest seems to be centered, at 
present, on microprocessor-based "low cost" (DM 175,000 and less, 
about $60,000) systems (SIC 3573275). Moreover, U.S. manufactured 
microcomputer-compatible CAD/CAM peripherals and software should 


also find a particularly receptive market in the Federal Republic of 
Germany. 


The following additional industries were identified as offering good 
prospects for increased exports and would most benefit from market 
promotion: analytical and scientific instruments; pollution control 
equipment; health care industries equipment; industrial process 
controls; laser and opto-electronic equipment; automobile parts and 
accessories; hotel and restaurant equipment; robotics; consumer 
electronics; and health care services. 


For further information on doing business in the Federal Republic of 
Germany, U.S. business representatives should contact the nearest 
District Office of the U.S. Department of Commerce or the German 
Desk Officer, Office of Western Europe, U.S. Department of Commerce, 
Washington, D.C. 20230, Tel: (202) 377-2434. 

























